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NEWTON AND THE SOuTH SEA COMPANy
Sir Isaac Newton was a genius, laying the foundations 
for physics in his Principia Mathematica. Despite his 
intellectual prowess, Newton was still human and sub-
ject to the same emotions as the rest of us. This human 
frailty was fully displayed in his disastrous investment in 
the now infamous South Sea Company.

Founded in the early 18th century, the South Sea Com-
pany was granted exclusive trade rights to Spain’s South 
American colonies in exchange for assuming England’s 
sovereign debt. The monopoly rights to export to emerg-
ing economies quickly led to rampant speculation in the 
firm’s shares. Newton was not immune to this specula-
tion. He timed his initial transaction well, selling the first 
lot he purchased for a substantial gain in just a matter of 
months. He then proceeded to watch his friends’ paper 
gains mount as the share price continued to skyrocket. 
Newton capitulated and purchased a new lot of shares 
very near the all-time high. By the time he sold, he lost 
roughly £20,000, a sizeable amount in the 1720s.1 

It is entirely possible that Newton performed a thor-
ough analysis to determine an appropriate valuation 
for shares of the South Sea Company before he traded. 
After all, as the inventor of calculus, he probably could 
have built a discounted cash flow model without Excel. 
However, his losses likely were not caused by a lack of 
1See http://harvardmagazine.com/1999/05/damnd.html

information; rather, it was a lack of discipline that did 
him in. Of course, the more things change the more they 
stay the same. Discipline remains just as important in 
investing today as it was in Newton’s time. 

EMOTIONS STILL TRuMP OuR BEST 
INTENTIONS
All traditional asset management approaches contain 
some element of manager emotion. Even the most ar-
dent stock picker making choices based on carefully 
constructed valuations is subject to his or her emotions. 
No one is perfectly immune to the thrill of picking a win-
ning stock (and failing to sell it and take gains) or regret 
from picking a loser (and failing to sell it quickly and 
take the loss).
 
Theoretically, quantitative investment approaches 
should remove emotion from the equation. However, 
many use secretive and complex black box approaches. 
There is no way to definitively know that a quant strat-
egy is indeed a disciplined, rules-based approach un-
less it is also transparent. How do we know the rules are 
being followed if we do not know what the rules are? 
How do we know if the rules themselves do not reflect 
a belief or opinion? Quant managers often tweak their 
assumptions or models to adjust for their own biases.

Even a typical market capitalization-weighted index 
can be subjective because it reflects the biases of all 

“I can calculate the movement of the stars, but not the madness of men”
—Sir Isaac Newton

Summary
Professional investors have emotions too, ones that prevent them making the best decisions for their clients. This lack 
of discipline affects not only traditional active managers, but also black box quantitative managers and the market as a 
whole.

Research Affiliates Fundamental Index® (RAFI®) strategies represent a low-cost, rules-based, transparent, and disciplined 
approach to investing. With a live track record starting in 2005, RAFI equity strategies have generated excess returns in 
each of the primary regions with which U.S. investors are most concerned—the United States, international, and emerging 
markets.
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market participants. An index that selects and weights 
constituents according to their market price is inher-
ently momentum driven, assigning the largest weights 
to companies whose stocks have performed best. As 
shown in Figure 1, the technology sector achieved its 
highest weight in a U.S. cap-weighted index in March 
2000, precisely when it was most expensive. Similarly, 
the financial sector’s weight bottomed in March 2009, 
precisely when it was cheapest. By overweighting over-
valued stocks and underweighting undervalued ones, 
the cap-weighted index is subject to an inherent drag 
on returns, worth roughly 2% a year in developed mar-
kets—and more in less efficient markets.

Numerous behavioral finance studies teach us that our 
feelings can lead to suboptimal decision-making. While 
it may be a bit of stretch, one could argue the use of dis-
cipline should be a law of investing, not unlike Newton’s 
laws of physics. However, if emotions serve as a compo-
nent of qualitative approaches, quantitative strategies, 
and cap-weighted indices, how can we avoid these bias-
es and still manage to invest? What alternative is there?

A SIMPLE, TRANSPARENT, DISCIPLINED 
APPROACH
Research Affiliates has created a transparent approach 
to investing that takes emotion out of the equation. 
By selecting and weighting constituents according to 
fundamental metrics of company size and rebalancing 
back to these weights annually, Research Affiliates Fun-
damental Index (RAFI) strategies have outperformed 
benchmark cap-weighted indices over full market cy-
cles. Weights in RAFI strategies are based on the sales, 
cash flow, dividends, and book value of the underlying 
firms. There is no emotion involved. The methodology 
underlying the indices is completely transparent and 
not at all tied to sentiment-driven prices at which com-
panies trade in the broader market. Further, because of 
their simplicity, RAFI strategies represent a low-cost in-
vestment solution.

The indices are rebalanced annually to newly calculated 
weights. These fundamental weights are relatively sta-
ble over time, especially when compared to company 
weights in a cap-weighted index. Each rebalance essen-
tially reverses the preceding year’s price drift, bringing 
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Figure 1. U.S. Sector Weights in a 1000 Company Market-Cap-Weighted Index, 1962–2011

Source:  Research Affiliates based on data from CRSP and Compustat.
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sector, country, and individual companies back to their 
anchor weights.
 
Since the launch of the index series in 2005, the effect 
of this rebalancing has been particularly pronounced 
in the U.S. financial sector. As shown in Figure 2, the 
weight of financials in a cap-weighted index decreased 
substantially in 2009 during the depths of the Global 
Financial Crisis. The 2009 FTSE RAFI US 1000 Index 
rebalance restored the financial sector virtually to its 
2008 post-rebalance weight, meaning the RAFI strat-
egy’s largest relative overweight to financials occurred 
after the sector had sold off. This simple, disciplined ap-
proach worked precisely as designed. By tightly adher-
ing to a “buy-low, sell-high” dictum, the RAFI strategy 
took advantage of the rebound in financial stock prices 
that followed the market bottom that occurred in March 
2009.

This annual contra-trade against market movement, 
adding to the prior year’s losers and trimming the prior 
year’s winners, does not require any analysis or com-

pany visits to determine appropriate holding size. There 
are also no regular tweaks made to a painstakingly op-
timized quantitative approach. This simple, disciplined 
approach takes place each year like clockwork. Because 
the methodology is straightforward, the fees for RAFI 
strategies are considerably less than those of the aver-
age active strategy.

While the process is naïve, the resultant performance 
achieved via the removal of emotion from the invest-
ment process is impressive. As can be seen in Table 
1, each of the five headline FTSE RAFI indices for U.S. 
investors have achieved higher returns than their cap-
weighted counterparts since their inception.

FTSE RAFI indices have outperformed in the U.S. large, 
U.S. small, developed ex U.S. large, developed ex U.S. 
small, and emerging market categories. This outper-
formance is not achieved through the use of superior 
company research by a qualitative analyst or an opaque 
quantitative strategy. The increase in returns is reached 
solely by selecting and weighting index constituents, 
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Figure 2. Annual FTSE RAFI® Rebalance Keeps U.S. Financial Weights Stable

Source:  Research Affiliates based on data from FactSet.
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and then rebalancing them back to weights that are rep-
resentative of company size—not their market price. This 
annual exercise enables the strategies to take advantage 
of the mean reversion in prices—a move away from in-
flated or deflated market expectations and toward their 
intrinsic value—that has been observed in the returns of 
investment securities since the beginning of markets.

CONCLuSION
Newton’s laws of motion describe the relationship be-
tween objects and forces acting on them. While mean 
reversion may not act with the same degree of precision, 

it nevertheless drives security prices back toward their 
intrinsic value. Using a simple, low-cost, disciplined strat-
egy that both eliminates emotion from the equation and 
takes advantage of mean reversion through a methodi-
cal rebalancing technique can generate superior returns. 
Given the results, it may not be a stretch to refer to the 
use of discipline as a law of investing after all.

Table 1: Annualized Performance for Headline FTSE RAFI Indices as of December 31, 2011

RETuRNS

INDEX 1-yEAR 3-yEAR 5-yEAR SINCE 
LAuNCH

VOLATILITy 
SINCE LAuNCH LAuNCH DATE

FTSE RAFI® 1000 0.1% 19.5% 1.1% 3.8% 20.5% 11/28/2005

S&P 500 2.1% 14.1% -0.2% 2.1% 17.3%

Russell 1000 1.5% 14.8% 0.0% 2.3% 17.6%

FTSE RAFI® uS 1500 -5.9% 23.7% 3.1% 3.5% 26.5% 5/4/2006

Russell 2000 -4.2% 15.6% 0.2% 0.6% 23.3%

FTSE RAFI® Developed Ex uS 1000 -14.3% 9.9% -3.2% 2.2% 23.6% 11/28/2005

MSCI EAFE -11.7% 8.2% -4.3% 1.0% 21.1%

FTSE RAFI® Developed  ex uS Mid Small -12.1% 18.1% -1.2% 25.2% 8/6/2007

MSCI EAFE Small -15.7% 15.0% -6.1% 26.1%

FTSE RAFI® Emerging Markets -17.9% 20.9% 0.5% 30.7% 7/9/2007

MSCI Emerging Markets -18.2% 20.4% -1.9% 30.6%

Source: Research Affiliates LLC, based on data from Bloomberg.
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The material contained in this document is for information purposes only. This material is not intended as an offer or solicitation for the purchase or sale of any security or financial instru-
ment, nor is it advice or a recommendation to enter into any transaction. The information contained herein should not be construed as financial or investment advice on any subject matter. 
Research Affiliates and its related entities do not warrant the accuracy of the information provided herein, either expressed or implied, for any particular purpose. Nothing contained in 
this material is intended to constitute legal, tax, securities or investment advice, nor an opinion regarding the appropriateness of any investment, nor a solicitation of any type. The general 
information contained in this material should not be acted upon without obtaining specific legal, tax and investment advice from a licensed professional. Indexes are unmanaged and cannot 
be invested in directly. Returns represent past performance, are not a guarantee of future performance, and are not indicative of any specific investment.

THE INDEX DATA PUBLISHED HEREIN IS SIMULATED, UNMANAGED AND CANNOT BE INVESTED IN DIRECTLY. PAST SIMULATED PERFORMANCE IS NO GUARANTEE OF FUTURE 
PERFORMANCE AND IS NOT INDICATIVE OF ANY SPECIFIC INVESTMENT. ACTUAL INVESTMENT RESULTS MAY DIFFER. The simulated data contained herein is based on the patented 
non-capitalization weighted indexing system, method and computer program product (see Robert D. Arnott, Jason Hsu and Philip Moore. 2005. “Fundamental Indexation.” Financial Analysts 
Journal [March/April]:83-99).

Any information and data pertaining to indexes contained in this document relates only to the index itself and not to any asset management product based on the index. No allowance has 
been made for trading costs, management fees, or other costs associated with asset management as the information provided relates only to the index itself. With the exception of the data 
on Research Affiliates Fundamental Index, all other information and data are based on information and data available from public sources.

Investors should be aware of the risks associated with data sources and quantitative processes used in our investment management process. Errors may exist in data acquired from third 
party vendors, the construction of model portfolios, and in coding related to the index and portfolio construction process. While Research Affiliates takes steps to identify data and process 
errors so as to minimize the potential impact of such errors on index and portfolio performance, we cannot guarantee that such errors will not occur. 

Russell Investments is the source and owner of the Russell Index data contained or reflected in this material and copyrights related thereto. Russell Investments and Research Affiliates, LLC 
have entered into a strategic alliance with respect to the Russell Fundamental Indexes. Subject to Research Affiliates, LLC’s intellectual property rights in certain content, Russell Investments 
is the owner of all copyrights related to the Russell Fundamental Indexes. Russell Investments and Research Affiliates, LLC jointly own all trademark and service mark rights in and to the 
Russell Fundamental Indexes. Research Affiliates, LLC is the owner of the trademarks, service marks, patents and copyrights related to the Fundamental Index and the Fundamental Index 
methodology. The presentation may contain confidential information and unauthorized use, disclosure, copying, dissemination, or redistribution is strictly prohibited. This is a presentation of 
Research Affiliates, LLC. Russell Investments is not responsible for the formatting or configuration of this material or for any inaccuracy in Research Affiliates’ presentation thereof.

MSCI returns information provided under license through MSCI. All returns based calculations are calculated by Research Affiliates, LLC.  Copyright MSCI.  All Rights Reserved.  Without prior 
written permission of MSCI, this information and any other MSCI intellectual property may only be used for your internal use, may not be reproduced or redisseminated in any form and may 
not be used to create any financial instruments or products or any indices.  This information is provided on an “as is” basis, and the user of this information assumes the entire risk of any use 
made of this information.  Neither MSCI nor any third party involved in or related to the computing or compiling of the data makes any express or implied warranties, representations or guar-
antees concerning the MSCI index-related data, and in no event will MSCI or any third party have any liability for any direct, indirect, special, punitive, consequential or any other damages 
(including lost profits) relating to any use of this information. 

The trade names Fundamental Index®, RAFI®, the RAFI logo, and the Research Affiliates corporate name and logo are registered trademarks and are the exclusive intellectual property of 
Research Affiliates, LLC. Any use of these trade names and logos without the prior written permission of Research Affiliates, LLC is expressly prohibited. Research Affiliates, LLC reserves the 
right to take any and all necessary action to preserve all of its rights, title and interest in and to these marks.

Fundamental Index®, the non-capitalization method for creating and weighting of an index of securities, is patented and patent-pending proprietary intellectual property of Research Affili-
ates, LLC (US Patent No. 7,620,577; 7,747,502; 7,792,719; 7,778,905; and 8,005,740; Patent Pending Publ. Nos. US-2007-0055598-A1, US-2008-0288416-A1, US-2010-0191628, US-2010-
0262563, WO 2005/076812, WO 2007/078399 A2, WO 2008/118372, EPN 1733352, and HK1099110). 

© Research Affiliates, LLC. All rights reserved. Duplication or dissemination prohibited without prior written permission.
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